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Notwithstanding these important policy objectives, the Proposed Rule threatens to
disproportionately burden bank counterparties by increasing capital requirements, especially
with respect to their transactions with end-user counterparties, which are exempt from posting
margin. We are concerned that the Proposed Rule, if adopted as final, would force bank
counterparties to reset this imbalance by passing through increased capital requirements to their
end-user counterparties in the form of higher transaction fees, ceasing to act as derivatives
market-makers, thereby resulting in less liquid markets, or both. It is also possible that in some
cases, bank counterparties may seek to avoid the higher capital charges imposed by SA-CCR by
simply requiring end-users to post margin, directly resulting in a frustration of congressional
intent to exempt end-users from onerous margining requirements.’> We believe that all of these
potential outcomes run counter to the congressional intent underlying both the end-user margin
exemption and the end-user clearing exception.

We, therefore, ask that the Prudential Regulators reconsider the proposed metrics under
SA-CCR for calculating counterparty credit risk and RWA to ensure that the Proposed Rule does
not undermine and frustrate the legislatively prescribed end-user benefits enjoyed by our
members. In particular, we believe that any final rule regarding SA-CCR should provide a clear
exemption for derivatives of a counterparty that: (i) satisfies the criteria to qualify for an
exception from clearing under section 2(h)(7)(A) of the Commodity Exchange Act (“CEA”) and
implementing regulations; (ii) satisfies the criteria in section 2(h)(7)(D) of the CEA and
implementing regulations; (iii) qualifies for an exception from clearing under a rule, regulation,
or order that the CFTC has issued pursuant to its authority under section 4(c)(1) of the CEA
concerning cooperative entities that would otherwise be subject to the requirements of section
2(h)(1)(A) of the CEA; (iv) is otherwise exempt from the clearing requirements of section
2(h)(1)(A) of the CEA; or (v) is exempt from the initial and variation margin requirements
imposed by rules adopted pursuant to sections 4s(e)(2)(A)(i1) and 4s(e)(B)(ii) of the CEA. Such
relief would better align the Proposed Rule’s objectives with the current regulatory regime and
congressional intent for over-the-counter (“OTC”) derivatives markets.

Further, even with such an exemption, U.S. banks would still be required to maintain
capital against their exposures to non-end-users, which would capture the material universe of
counterparty risk faced by financial institutions. Indeed, end-user derivatives transactions

(Cont'd from previous page)

statute that Congress meant what it said when it exempted end users from margin and clearing requirements.
Specifically, it ensures that those businesses which are exempt from clearing their hedges are also exempt from
margining those hedges.” 114th Cong. Rec. H67-68 (Jan. 7, 2015) (statement of Rep. Mike Conaway).

“Forcing end-users to post margin ... could cause harmful effects for the economy and consumers” and “[i]f
end-users are posting a margin, those funds are unavailable for investment in jobs and expansion.” 161 Cong.
Rec. §72-02 (2015) (statement of Sen. Michael Dean Crapo). These concerns were reflected in Title III of the
Terrorism Risk Insurance Program Reauthorization Act of 2015 (“TRIPRA”), which was signed into law on
January 12, 2015 and exempts from the margin rules for uncleared swaps certain swaps for which end-user
counterparties qualify for an exemption or exception from mandatory clearing requirements. Pub. L. 114-1, 129
Stat.3.
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against. As a result of these increases, there is a real risk that the bank
counterparty would decline to enter into those swaps given the increased capital
burdens associated with entering into unmargined derivatives. With fewer market
participants, the upstream oil company may likely find it more difficult to find a
bank counterparty that would be willing to offer the derivatives it needs to hedge
their business risks. And even if a bank counterparty was willing to offer those
derivatives, the upstream oil company would likely have to pay significantly more
than they would today for the same derivatives. !

The unique circumstances in which end-users employ derivatives to hedge business risks
and their related collateralization practices with their bank counterparties would be unduly
penalized as a result of the Proposed Rule. In particular, we note that the Proposed Rule ignores
these unique circumstances and would impose a blanket increase in capital requirements on all
bank derivatives transactions, regardless of purpose. This rigid approach threatens to result in
both increased transaction costs and reduced market liquidity.

a. SA-CCR threatens to increase transaction costs for end-users

We are concerned that, absent recognition of the current collateralization arrangements
employed by end-users, and absent appropriate adjustments to the supervisory factors to tailor
cach to a level matching the actual exposure risk presented by the underlying derivative, the
increases to the amount of capital required to be retained by banks subject to SA-CCR would
ultimately be borne by end-users in the form of increased transaction pricing. Increased SA-
CCR calculations would not only affect end-users’ ability to hedge commodity risks, but also
would undermine hedging strategies to mitigate currency' and interest rate risks. Risks could
increases if end users, in response to higher transaction prices for currency, rates, and
commodities derivatives, elect to cease hedging and bear the risk themselves, which would
introduce more volatility to corporate cash flow and balance sheets, expose end-users to
fluctuations in market dynamics, and increase risks to their lenders.

For the purposes of illustrating how SA-CCR and the Proposed Rule would increase
costs on end-users with respect to FX derivatives, we offer the following example:

To mitigate currency fluctuations, a U.S. airline company enters into two
unmargined, at-the-money USD/EUR forwards: (A) a three month FX derivatives
contract; and (B) a one year FX derivatives contract, each with a $100,000 notional
value. For the three month and one year contracts, current regulations would

10 Moreover, significant changes to the price to hedge a swap in volatile industries like oil and natural gas
production may render the business uneconomical, as the upstream oil company may no longer be able to
operate its company in a profitable manner.

Under existing calculations, a 25-year interest rate swap entered into by an end-user would be subject to a 1.5
percent PFE weighting; SA-CCR would increase this to a 10 percent weighting, and after certain additional
adjustments thereunder, would represent a 66 percent increase in exposure amount that the bank counterparty
will need to retain capital against.
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We respectfully request that the Prudential Regulators delay the implementation of SA-
CCR as presently planned in July 2020, in light of differing implementation timelines and the
downstream effects that SA-CCR calculations would have on end-users’ ability to hedge and
mitigate business risks. Adopting a compliance timeline that is consistent with the compliance
timelines adopted by foreign jurisdictions would help to ensure a level playing field for U.S.
derivatives markets.

The Proposed Rule has the potential to indirectly affect real-world businesses that
engage in OTC derivatives and impose disproportionate costs on transactions that do not
constitute meaningful risk to the financial markets.? End-users rely on efficiently priced
derivatives markets in order to mitigate their business risks and ensure stable pricing for
American consumers. We, therefore, would like to reiterate and request that the Prudential
Regulators, when considering the Proposed Rule for adoption, consider the following
adjustments:

o FEnd-User Exemption: Transactions with derivatives end-users should be explicitly
exempted from SA-CCR calculations. An exemption, as described in Section 1 above, is
consistent with congressional intent behind the end-user clearing and margin exemption
and ensures that capital charges would not flow down to end-users and American
consumers;

o Better Offset Recognition: Alternative collateral arrangements (e.g., asset liens, letters of
credit, and other non-cash collateral) employed by end-users should receive offsetting
recognition against the exposure calculations of SA-CCR. Recognition of these risk-
reducing arrangements would better calibrate SA-CCR’s calculation of the true exposure
at default risk and would reduce the overall transaction pass-through costs borne by end-
users;

e Recalibration of Supervisory Factors: Supervisory factors should be better calibrated to
the specific asset class and sub-asset class to reflect differences in contract maturities and
the true volatilities (e.g., power versus oil and natural gas). A better calibration of these
factors would help to reflect the true volatility in the commodities derivatives in which
end-users transact; and

e Temporal Consistency: Finalization and implementation of the Proposed Rule should be
consistent with those of foreign jurisdictions. Consistent implementation would help to
ensure a level playing field and ensure that foreign competitors do not directly benefit
from early adoption of U.S. regulations.

* * *

20 Supra note 6.
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Thank you in advance for your consideration of the Coalition’s and the below listed end-
users’ and trade associations’ comments in response to the Proposed Rule. Please contact
Michael Bopp at 202.955.8256 or at mbopp@gibsondunn.com if you have any questions
regarding our comments or require any additional information on any of the topics discussed
herein.

Respectfully submitted,

The Coalition for Derivatives End-Users
AK Steel Holding Corporation

Alenco Inc.

Alliant Energy Corporation

American Investment Council
American Petroleum Institute
American Seafoods Group LLC
Applied Materials, Inc.

Aptiv PLC

ARM Energy Holdings LLC

Ascent Resources Utica Holdings, LLC
Ball Corporation

Basin Electric Power Cooperative

BP America

Bridge Energy LLC

Bruin Williston Holdings, LLC
California Resources Corporation
Calumet Specialty Products Partners, L.P.
Can Manufacturers Institute

Century Aluminum Co.

Chesapeake Energy Corporation
Clarke-Mobile Counties Gas District (Jackson, Alabama)
CNX Resources Corporation

Conagra Brands

Constellation Brands Inc.

Crystal Flash, Inc.

Cummins Inc.

Dakota Gasification Company

Dean Foods Company

Deere & Company

Direct Energy
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East Penn Manufacturing Co.

Encana Corporation

Energy Transfer LP

EnerVest, Ltd

EnLink Gas Marketing, LP

EnLink Midstream, LLC

Ensign Natural Resources LLC

Fleur de Lis Energy, L.L.C.

Flywheel Bakken, LLC

Flywheel Energy, LLC

Ford Motor Company

Frontier Airlines Inc.

Hartland Fuel Products, LLC

Hess Corporation

Hilton Worldwide Holdings Inc.
Honeywell International Inc.
Independent Petroleum Association of America
Industrial Energy Consumers of America
Kaiser Aluminum

Kayne Anderson Capital Advisors, L.P.
Keurig Dr Pepper Inc.

Kosmos Energy Ltd.

Lario Oil & Gas Co.

LyondellBasell Industries N.V.
Maclean-Fogg Company

Microsoft Corporation

National Association of Corporate Treasurers
National Association of Manufacturers
National Cattlemen's Beef Association
National Propane Gas Association
Navistar International Corporation
Norwegian Cruise Line Holdings Ltd.
Novelis Inc.

Owens-Illinois Inc.

PBF Energy Inc.

Peabody Energy Corporation

Pinedale Energy Partners, LLC

Pioneer Natural Resources Company
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Plains All American Pipeline, L.P.

Pro Petroleum, Inc.

Rackspace Hosting, Inc.

Sabinal Energy, LLC

Schweitzer-Mauduit International, Inc.

Sensata Technologies Holding PLC

Siemens Capital Company LLC

Southwest Airlines Co.

Southwestern Energy Company

Southwire Company

Sysco Corporation

TE Connectivity Ltd.

Terra Energy Partners LLC

The Black Belt Energy Gas District (Jackson, Alabama)

The Boeing Company

The Coca-Cola Company

The Dow Chemical Company

The Hershey Company

The Lower Alabama Gas District (Evergreen, Alabama)

The Procter & Gamble Company

The Southeast Alabama Gas District (Andalusia, Alabama)

The Southeast Alabama Gas Supply District (Andalusia, Alabama)
The Tennessee Energy Acquisition Corporation (Clarksville, Tennessee)
U.S. Chamber of Commerce - Center for Capital Markets Competitiveness
Vistra Energy Corp.

Whirlpool Corporation

Wolverine Gas and Oil Corporation

Worthington Industries Inc.

WPX Energy, Inc.

Venado Oil & Gas, LLC
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